International macroeconomic crises occur because of the enlargement of the dimension of the state space within which economies operate. Our focus is the recent financial turbulence worldwide in which (i) banks had a role to play and (ii) whole systems collapsed. We validate these propositions in the context of the qualitative theory of differential equations. The economic framework used is that of Wynne Godley.
INTRODUCTION
The Bretton Woods arrangements were constructed to reduce the dimension of the state space within economies can operate. The objective was to minimize the variability of exchange rates to, at most, a crawl and consequently take away the freedom to determine monetary policy from central banks. The dismantling of the system has eventually resulted in what LeBaron and McCulloch, 2000 , call "the post-1973 international monetary non-system". Volatility of exchange rates has been excessive and, for some time, monetary surprises were large. Arbitrariness in monetary policy making can be said to be vanishing for reasons independent of international economics. The discussion spawned by the literature on credibility and time consistency has ensured that the behavior of central bankers is orderly and predictable. No particular position on instruments and targets is entailed here but it might be noted that there is a wide consensus that the short-run instrument should be the interest rate and the unique target should be inflation.
Variability of exchange rates per se would not be a matter of concern if there was no negative impact on real variables. The standard results on the nice properties of freely floating exchange rates and the ability of central banks to choose Pareto-superior equilibria in the short run, given discretion, are not in question. The problem is that the wild swings in exchange rates seem to impact on the second moments of trade flows. The earlier debate was engaged with the relationship between exchange rate volatility and the level (first moment) of trade flows (Barkoulas, Baum and Caglayan, 2000 In like manner in the case of Model 3, we denote r f eBB =_ x4, r ePL f= xs, r da eBD f= x6. Our primitive is now defined over a higher dimensional vector space X (xl, x2, x3, x4, xs, x6).
The earlier discussion motivates the following treatment of the problem (Nemytskii and Stepanov, 1960, hereafter A collapse in the higher-order system can precipitate a collapse in the lower-order system even in economies when the trade variables are in a virtuous relationship. We show that the language of the qualitative theory of differential equations can be used to model this phenomenon.
